The accounting for income taxes has, and will continue to, undergo significant changes. FASB Interpretation (FIN) 48 significantly revised the financial accounting for income taxes in 2007. In our sample, 87% of firms were immediately affected in terms of a restatement of beginning 2007 retained earnings. After enactment, discretionary accruals significantly decreased as firms apparently did not find other methods (other than through income tax accounts) to manage earnings. On the other hand, FIN 48 appears to have caused disruption in the reporting standards for income taxes, insofar as an increase in variability in effective tax rates across firms both the year before adoption, and the year of adoption. International Financial Reporting Standards (IFRS) will also make significant changes in 2012. We comment on the likely effects of IFRS adoption on US firms. Then, we examine the less volatile effects of IFRS on effective tax rates for European companies after 2004 as an example of what might happen in the US.
Introduction
One of the most celebrated recent changes in accounting standards was FASB Interpretation (FIN) 48, which significantly revised the financial statement accounting for income taxes. Effective for firm years beginning after December 15, 2006 (i.e, initially affecting calendar year end firms on their 2007 financials), FIN 48 revises the accounting for income taxes under Financial Accounting Standard (SFAS) 109. In essence, FIN 48 requires firms to assess the likelihood of government acceptance of each tax position that the firm takes, assign estimated values to such position, and to disclose any significant contentious tax position in the tax note of the financial statements.
Additionally, any cumulative differences in applying FIN 48, versus pre-FIN 48 accounting, was to be accounted for as a restatement of the firm's beginning retained earnings for 2007. These FIN 48 adjustments can be measured in such retained earnings restatements. Such adjustments should be positive for firms who had used "reserve" accounts composed of potential future taxes, to manage or "smooth" earnings, as they would disgorge reserves used for such purposes. As noted by Chester S. Spatt, Chief Economist and Director of the Office of Economic Analysis, U.S. Securities and Exchange Commission:
"By limiting discretion in the setting of tax reserves the FIN 48 standard can potentially reduce under-estimation of reserves and also limit the flexibility of management. Managerial flexibility in accounting can be of concern in a variety of settings because it can potentially lead to "cookie jar" accounting in which managerial discretion masks the firm's performance information and smoothes its earnings profile." (Note 1)
The FIN 48 retained earnings adjustment could be both positive and negative; firms who used tax accounts to manage earnings might have a positive adjustment, while a negative adjustment would be expected due to the FIN 48 more restrictive standard to recognize tax savings strategies. The "more likely than not" requirement standards (under FAS 109) (Note 2) to recognize a tax saving strategy is thought to be more restrictive than previous; accordingly, application of FIN 48 should increase tax expense. Additionally, firms would need to make negative adjustments to beginning 2007 retained earnings for tax positions which did not pass the increased scrutiny of FIN 48. Such an adjustment is thought to be a signal to the Internal Revenue Service (IRS) that the firm is aggressive and may be a good target for a tax audit. Similarly, tax aggressiveness post-FIN 48 would eventually be disclosed in the 2007 10Q, since FIN 48 requires all significant tax positions be disclosed. This post-FIN 48 disclosure requirement was also thought to decrease firms' appetites for tax aggressive positions.(Note 3) Alternatively, such disclosure may cause firms to more vigorously defend their tax positions to auditors so that no signal-emitting financial statement adjustment occurs. Additionally, if firms were de facto applying a more likely than not standard prior to FIN 48, we would expect FIN 48 adjustments simply as a function of differences in accounting.
Given the significant amount of resources allocated to FIN 48 compliance, by both firms and their auditors, it is important to know whether FIN 48 has had any measurable impact on firms' accounting for income taxes, and as a collateral effect, on tax aggressiveness.(Note 4) This study focuses solely on whether FIN 48 had an immediate financial statement impact in 2007, whether the firms intended to be affected by FIN 48 actually were affected, and whether firms made preemptive responses to such disclosures in 2006.
Our research shows that FIN 48 has a significant impact in terms of firms restating their beginning 2007 retained earnings to reflect cumulative (pre-2007) adjustments in deferred taxes. Firms which were prone to smooth earnings showed a significant impact in terms of a retained earnings increase; such firms had kept tax reserves in a deferred asset account, to be released slowly to meet earnings requirements, were now effectively required to disgorge such amounts as a retroactive restatement of retained earnings. In general, firms significantly decreased their beginning retained earnings to reflect aggressive tax positions which could not hold up to the "more likely than not" test of FIN 48. After the implementation of FIN 48, we find that firms significantly decreased their discretionary accruals, indicating that they did not find other (non-tax) accounts with which to manage earnings. Perhaps most importantly, we find that FIN 48 cause a surge in the variability of firms effective tax rates, before the year before adoption, and the year of adoption. Since managers and analysts use effective tax rates as performance benchmarks, such variability may have been harmful.
Because the accounting for income taxes will change again in 2012 when International Financial Reporting Standards (IFRS) is mandated for publicly-traded firms, it is also worth looking forward to the potential impact of this new standard. We do a comparison of US GAAP versus IFRS reporting for income taxes. Next, we examine what might happen in the U.S. by looking at the EU experience after it mandated IFRS in 2005. We find that post IFRS, the variability of effective tax rates decreased significantly, implying that reporting became more standardized across firms.
Accounting for income taxes under FIN 48
Firms are required to account for income taxes under FAS 109. Under this method, differences between tax expense for book purposes, and actual taxes paid on tax returns, are accounted for on a balance sheet method. Here reserves are set up for taxes which may be paid (or benefits which may be realized) in the future. As tax positions become clearer, reserves are released to increase or decrease tax expense as well as income for financial reporting purposes.
The decision on when to release reserves is subject to the firm's judgment under FAS 109, and previous research (see discussion in the next section) has found that firms release reserves to meet earnings targets (typically set by outside financial analysts). FIN 48 was enacted to mitigate the use of the tax accounts for earnings management, as well as providing a more restrictive test of when to recognize the benefits of tax strategies. While keeping the general framework of FAS 109, FIN 48 requires more fine judgment as to reserve creation and related earnings releases. Central to the FIN 48 quantification is the requirement that a firm examine each tax position and first determine whether it is "more likely than not" to be upheld upon government scrutiny. If not meeting this test, tax benefits would not be recognized for financial reporting purposes. If a firm does meet this test, then the predicted tax benefit is estimated by looking at tax benefits associated with outcomes above a certain likelihood.
Firms were required to retroactively comply with FIN 48 for all pre-FIN 48 tax reserves. Any such FIN 48 adjustments were to be accounted for "as if" it were an error correction, with a corresponding restatement for the cumulative adjustment to beginning 2007 retained earnings. In addition to being required to use FIN 48 going forward, firms were also required to disclose, in the tax note, any significant controversial tax positions, starting with the 2007 10K. 
FIN 48 Studies
Two descriptive studies are worthy of note. Nicholas, Briggs, and Baril (2007) (2008) develop a model which demonstrates that the economic effects of FIN 48 include: higher expected payoffs to some taxpayers that claim uncertain tax benefits; a disclosed liability that may understate the expected tax liability; and continued claims of uncertain tax benefits by taxpayers whose circumstances only weakly support their position.
Impact of FIN 48-Retroactive effect of FIN 48: adjustments to retained earnings
In general, we predict that firms will show a negative retained earnings adjustment to FIN 48, as the more stringent "more likely than not" standard, applied retroactively, would reduce prior years' tax savings and increase tax liability. This negative adjustment should be larger for firms which are tax aggressive, where larger, contentious tax positions may not stand up to the "more likely than not" test of FIN 48. The other big driver of the negative adjustment is the inability to consider the probability of audit and detection. For small and midsize firms, this change is likely to significantly increase their need for reserves after FIN 48 (see findings in Blouin et al. 2008 ).
The data consist of annual Compustat Global and North America financial data from 2001 to 2007. To make sure the sample only contained firms who would be affected in the first quarter of 2007, only calendar year firms are included Of the 2,605 usable observations for the first quarter of 2007, 87% had restatements of beginning retained earnings, 52% of which reported a negative adjustment. Twenty-three per cent (23%) had adjustment greater than $1 million (either positive or negative). This is a significant percent of the sample and, consistent with Blouin et al. (2008) , demonstrates that FIN 48 had a broad impact across firms. Descriptive statistics appear in the table below.
[Insert Table 1 about here] Table 2 shows descriptive statistics for firm characteristics.(Note 5) Although these univariate statistics are consistent with the predictions in Figure 2 , pair-wise t tests of differences between means are not significant due to large standard deviations.
[Insert Table 2 about here]
We take a more rigorous approach by building a regression model which tests whether the FIN 48 adjustment was a function of prior tax aggressiveness and earnings management. To the extent firms were overly tax aggressive and the risky tax positions were not fully reflected in prior reserves(Note 6).
. we would expect FIN 48 would require a negative retained earnings adjustment to reflect a more realistic reserve for taxes. To the extent that firms used the tax reserves as a cushion to mange or smooth earnings, we would expect a positive adjustment to retained earnings (Note 7).
The basic model is (predicted sign in parentheses): (-or +) where: Form 10-Q for the first quarter of 2007. This amount is then divided by lagged total assets, to control for size effects across firms; TAGG = tax aggressiveness, where TAGG=1 if 1-cash effective tax rate is greater than the sample median, and 0 otherwise, as determined over prior 6 years; SMOOTHER = degree to which firm uses discretionary accruals, where SMOOTHER=1 if (the absolute value of) discretionary accruals are greater than the sample median, and 0 otherwise, as determined over prior 6 year, and ROA = return on assets.
To estimate DACC(discretionary accruals), we use the Jones model, modified by Dechow et al.(1995) (Note 8): (2) where:
TA it = the total accruals in fiscal year t obtained by subtracting operating cash flows from net income before extraordinary items and discontinued operations, deflated by the beginning-of-year total assets;
ΑSSETS it-1 = the total assets at the beginning of fiscal year t;
Δ(SALES it -ΑR it ) = the change in sales, adjusted for the change in accounts receivable from fiscal years t-1 to t, deflated by the beginning-of-year total assets, and PPE it = the gross property, plant and equipment at the end of fiscal year t, deflated by the beginning-of-year total assets.(Note 9)
We estimate discretionary accruals (DA) using both the Dechow et al. (1995) and Kothari et al. (2005) methods.
We split the analysis into firms which had Big 4 auditors, and others. Prior research suggests that firms having Big 4 auditors may have tighter control on both the firm's ability to manage earnings through accruals, and also act as a deterrent to overly aggressive tax avoidance. Table 3 reports results for firms with Big 4 auditors. The general intercept is negative and significant, capturing the general effect on all firms of retroactively applying the "more likely than not" requirements under FIN 48. However, there appears to be no effect if the firm was classified as either an earnings manager, or tax aggressive.
[Insert Table 3 about here] Table 4 shows a very different result for firms not having Big 4 auditors. Firms who are classified as earnings managers report a significant positive adjustment to beginning retained earnings. Firms which were tax aggressive but not earnings managers had negative adjustments (Note 10), and firms who were both earnings managers AND tax aggressive experienced negative retained earnings adjustments due to FIN 48.
[Insert Table 4 about here]
Did FIN 48 Affect discretionary accruals?
The [Insert Table 6 about here]
IFRS
Starting in 2012, publicly traded firms will have to switch to International Financial Reporting Standards. Under IFRS, the accounting for income taxes will be different than the current FIN 48.
What will be the Big Changes to Income Tax Accounting under IFRS?
Adopting IFRS involves a fundamental change in the framework of how U.S. companies measure pre-tax income and the principles governing accounting for income taxes. Companies' tax liabilities may change simply because the numbers on the balance sheet or the income statement change. In other cases, IFRS may change the amount of deferred tax recognized in financial statements.
To start, there are a significant number of potential differences between IFRS and U.S. GAAP which could materially affect pre-tax accounting income. Examples of such differences include the accounting for revenue, leases, asset impairments, classification and measurement of financial instruments, hedging activity and stock-based compensation, to name a few.
In the U.S., tax methods of accounting do not necessarily follow the "book" method of accounting. As a result, a conversion to IFRS will require an analysis of each new accounting policy for its related tax implications, including a determination as to whether it is permissible or advisable to conform the related tax method of accounting to the new book accounting method. It is important to remember that a tax accounting method does not automatically change because the book accounting method changes. Rather, the consent of the IRS Commissioner must be obtained to change an accounting method for U.S. tax purposes.
Major Tax Issues Cash Taxes
The move to IFRS could have a significant impact on both U.S. and foreign cash taxes of a company. In most jurisdictions, financial reporting is often the starting point in determining taxable income for tax filing purposes. As financial accounting policies change from existing GAAP to IFRS, companies will need to consider the implications of such changes on cash taxes.
LIFO vs. FIFO
IFRS also is a major tax issue for companies using the LIFO method to value inventories. IFRS does not permit the use of LIFO, and the tax law does not permit the use of LIFO unless the method is used for financial reporting purposes. Unless this LIFO conformity requirement is changed through legislation, U.S. companies currently using LIFO will face a tax cost with a change to IFRS for financial reporting. Under current law, the effect of the change from LIFO to FIFO (known as the §481(a) adjustment) may be spread over four years, though Congress is considering repealing the LIFO method and allowing a longer spread period. Unless there is new legislation, U.S. companies now using LIFO will face a tax cost with a change to IFRS for financial reporting.
Fair-Value Measurement
Under IFRS companies can elect to measure property, plant equipment, and investment property at fair value, and certain financial instruments may be required to be carried at fair value. These measurement concepts could have a significant impact on debt-to-equity and other balance sheet ratios, potentially resulting in limitations on interest deductibility for tax purposes.
Uncertain Tax Positions
The International Accounting Standards Board currently does not intend to adopt a standard similar to Federal Accounting Standard No. 48. Under IFRS "a liability for tax uncertainties is based on the amount of taxes expected to be paid to the tax authorities," and the FIN 48 two-step process for recognition and measurement is not specified. IFRS currently has nothing like FIN 48. The International Accounting Standards Board is working on revisions that would add a FIN 48-like requirement, but it would probably require companies to book such prospective liabilities only to the extent they deem them certain-which is a lesser standard than FIN 48 under GAAP.
Other major differences between US GAAP and IFRS reporting for taxes are shown in Table 7 .
[Insert Table 7 
[Insert Tables 8a and 8b about here]
While the results suggest that variability in ETRs was reduced after IFRS, it is important to note that this is not an entirely analogous situation to the forthcoming US change in 2012. Prior to IFRS, EU companies used a wide variety of reporting standards. In contrast, at the time of the US switch in 2012 US firms will all be using the current FAS 109/FIN 48 reporting standards. However, the results are highly suggestive. Although EU firms had lower variability in ETRs than the US both before and after IFRS, the overall reduction in variance for EU countries post IFRS-a 34% reduction-is stunning, and suggests that US firms may experience reduced variability in their ETRs.
Conclusion
Our study shows that FIN 48 had a significant impact in terms of firms restating their beginning 2007 retained earnings to reflect cumulative (pre-2007) adjustments in deferred taxes. Firms which were prone to manage earnings showed a significant impact in terms of a retained earnings increase. Here, firms which had kept tax reserves in a deferred asset account, to be released slowly to meet earnings requirements, were effectively required to disgorge such amounts as a retroactive restatement of retained earnings. Firms which were prone to tax aggressiveness significantly decreased their beginning retained earnings, to reflect aggressive tax positions which could not hold up to the scrutiny of FIN 48.
After the implementation of FIN 48, we find that firms significantly decreased their discretionary accruals, indicating that they did not find other (non-tax) accounts with which to manage earnings. However, firms experience a significant increase in variability in effective tax rates after FIN 48, suggesting that interpretation of the standard is not uniform across firms.
The effects of FIN 48 will be relatively short-lived, however, as IFRS will replace FIN 48 in 2012. Upon examination of IFRS principles, it is likely that there will be significant changes in 2012. Examining the EU experience of switching to IFRS, we see that there was relatively little effect on effective tax rates on average. However, the variance in ETRs decreased markedly after adoption, suggesting that IFRS tightened up the accounting for income taxes, and may have the same stabilizing effects on US ETRs. This amount is then divided by lagged total assets, to control for size effects across firms; TAGG = tax aggressiveness, where TAGG=1 if 1-cash effective tax rate is greater than the sample median, and 0 otherwise, as determined over prior 6 years; SMOOTHER = degree to which firm uses discretionary accruals, where SMOOTHER=1 if (the absolute value of) discretionary accruals are greater than the sample median, and 0, otherwise, as determined over prior 6 years, and ROA = return on assets, calculated by Compustat item (#170-#192) /lagged total assets. Form 10-Q for the first quarter of 2007. This amount is then divided by lagged total assets, to control for size effects across firms; TAGG = tax aggressiveness, where TAGG=1 if 1-cash effective tax rate is greater than the sample median, and 0 otherwise, as determined over prior 6 years; SMOOTHER = degree to which firm uses discretionary accruals, where SMOOTHER=1 if (the absolute value of) discretionary accruals are greater than the sample median, and 0, otherwise, as determined over prior 6 years, and ROA = return on assets, calculated by Compustat item (#170-#192) /lagged total assets. When it is probable and will be realized Deferred tax is recognized if it is probable and will be realized All deferred tax assets are recognized and a valuation allowance is recognized to the extent that it is more likely than not that the deferred tax assets will not be realized Deferred tax is measured based on an assumption that the underlying asset(liability) will be recovered(settled) in a manner consistent with its current use in the business 7 Classification of deferred tax assets and liabilities5
Always non-current
Classification is split between current and non-current components based on the classification of the underlying asset or liability, or on the expected reversal of items not related to an asset or liability.
8
Changes in deferred taxes that were originally charged or credited to equity ('backward tracing')
The tax effects of items credited or charged directly to equity during the current year are allocated directly to equity
The tax effects of items credited or charged directly to equity during the current year are allocated directly to equity. However, subsequent changes are recognized in profit or loss 9 Shared-base payment arrangements Deferred tax assets recognized in relation to share-based payment arrangements are adjusted each period to reflect the amount of tax deduction that the entity would receive if the award were tax deductible in the current period based on the current market price of the shares Recognized in profit or loss without any adjustment for the entity's current share price until the tax benefit is realized 10 Offsetting
Current tax assets and liabilities are offset only when there is a legally enforceable right of offset, and the entity intends to apply offset or to settle simultaneously Current tax assets and liabilities are offset only when there is a legally enforceable right of offset, however, the entity need not intend to apply offset or to settle simultaneously 
